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Credit FAQ: Credit Issues Expected To Continue For If APQ-.L) 1 
Pinnacle West Capital Corp. And Arizona Public 
Service Co. 
Publication date: 24-Jan-2006 
Primary Credit Analyst: Anne Selting, San Francisco (1) 41 5-371-5009; 

anne-selting@standardandpoors.com 

On Dec. 21, 2005, Standard & Poor's Ratings Services lowered the corporate credit ratings on Arizona 
Public Service Co. (APS) and its parent, Pinnacle West Capital Corp. (PWCC) by one notch to 'BBB-'. This 
action reflected three factors: growing fuel and purchased power deferrals, which are weakening financial 
performance in 2005 and 2006, the lack of action by the Arizona Corporation Commission (ACC) in 2005 
to address a portion of these deferrals through a special surcharge, and the likelihood of delays in the 
completion of APS' recent general rate case (GRC) filing, which suggest that financial weakening may 
extend into 2007. 

Standard & Poor's stated at the time that any adverse regulatory developments or continued delays in 
resolving the pending surcharge request could trigger another rating action, which could include a revision 
of the stable rating outlook to negative, placing the company's debt rating on Creditwatch with negative 
implications, or lowering the rating to non-investment grade. 

Frequently Asked Questions 

How large are APS' deferrals of fuel and purchased power? 
At Jan. 31, 2006, APS' estimated fuel and purchased power deferrals are expected to be about $165 
million. These deferrals are accumulating because APS' base electric rates are set to reflect 2003 costs, 
and power and natural gas costs have far exceeded these rates. APS collects 2.0473 cents per kilowatt- 
hour (kWh) in rates for these costs, but for the 12 months ended September 2005, its actual cost averaged 
2.701 cents per kWh. Because these rates will not be updated until the completion of APS' recently filed 
GRC or the emergency interim request, deferrals will likely continue to accumulate in 2006 and into 2007. 

The amount by which 2006 actual fuel and purchased power costs will exceed the authorized expenditures 
will be a function of retail sales growth, commodity costs, the operational performance of APS' generation 
assets, and the fuel-in-base factor. Standard & Poor's has estimated that, at year-end 2006, the utility will 
likely incur an additional $250 million in fuel and purchased power costs that are not recoverable in base 
electric rates. The sum of balances to date of $165 million plus the expected incremental deferrals of $250 
million total $41 5 million; however, because APS has the potential to collect some of its 2005 balances 
through a power supply adjuster (PSA) beginning April 1, year-end 2006 deferrals on the utility's balance 
sheet will not reach that level. 

What are the ways that APS could recover its expected deferrals? 

Under the terms of a settlement reached in APS' 2003 rate case approved by the ACC in April 2005, the 
PSA may be increased as much as four mills per kWh (a cap over the life of the PSA) on April 1, 2006. 
Using 2005 retail sales, and assuming a 4.5% growth rate (which is consistent with recent results), the four 
mills should yield about $125 million in rate relief on an annualized basis, or about $83 million for the eight 
months of 2006. Thus, as a rough approximation, APS' deferred balance would be about $330 million at 
year-end 2006. 

On Jan. 17, the chairman of the ACC introduced a proposal to accelerate the PSA adjustment to Feb. 1. If 
this were approved by the ACC, an additional two months of the PSA would provide about $20 million in 
incremental revenues (e.g., roughly $125 million multiplied by two-twelfths of the year) in 2006. Thus, if the 
Hatch-Miller amendment moves forward, year-end 2006 deferred balances will be closer to about $31 0 
million. The amendment is expected to be discussed on Jan. 24. 

Additional relief could be provided if the ACC grants APS' request to recover $80 million by means of a 
two-year special surcharge that would increase retail rates by about 2%. On Jan. 4, an administrative law 
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judgc issued a decision indicating that APS' surcharge application is premature until the company's first 
power supply adjustment occurs in April. An ACC vote is scheduled for Jan. 24. Standard & Poor's current 
assumption is that the surcharge will be approved by the ACC, but will be delayed until July 1, 2006. A 
surcharge implemented at this time would provide roughly an additional $20 million to the company in 
2006. If it were implemented sooner, the impact on deferrals would be relatively small, providing about $3 
million in each month it is in place during 2006. If the Hatch-Miller amendment were approved and a 
surcharge was implemented and approved for Feb. 1, the two measures collectively would bring between 
$50 million-$57 million in relief. Accordingly, relative to the year-end expected balances, an accelerated 
surcharge and PSA, if granted, will reduce deferrals but only by about 20% in the best-case scenario. 

What is the status with APS' emergency interim filing? 
On Jan. 6, 2006, APS filed a $299 million request for emergency fuel and purchased power-related rate 
relief. Any amounts, if granted, would be subject to future prudency review. As part of a procedural 
conference on Jan. 12, four of the five commissioners questioned the definition an emergency and 
whether relief is justified. Based on the strong views expressed, it appears unlikely that the filing has 
support. On Jan. 19, a procedural schedule was set that should allow for a decision in April 2006. 
Standard & Poor's forecast estimates do not assume emergency relief is granted. 

Are there credit concerns related to APS' rate cap? 
Balancing these potential sources of rate relief are additional adverse financial effects that could occur for 
APS if its "hard cap" of $776 million is not lifted. The cap is part of APS' 2004 settlement, approved by the 
ACC in April 2005, which restricts the total amount of annual fuel and purchased power costs that can be 
collected in retail rates. APS expects that its fuel and purchased power costs will exceed the cap in the 
fourth quarter of 2006, and has indicated publicly that its estimated fuel costs will exceed $800 million. As 
part of its emergency interim filing, APS has requested that the cap be removed. If the cap is not lifted, any 
amounts above $776 million would be unrecoverable, putting further pressure on cash flows. 

What assumptions does Standard & Poor's make about the performance of APS' generation 
assets in estimating deferred balances? 
Standard & Poor's estimates assume normal operational performance of APS' generation fleet. Forced 
outages could increase deferred balances. Palo Verde unit 1 is in the process of exiting an outage that 
occurred last week due to pipe vibrations within the emergency cooling system. APS took the unit offline 
last week to install clamps in an effort to stop the excess vibrations. From late December until Jan. 17, unit 
1 has operated at about 30% capacity while crews have tried to fix the problem, which followed the 
completion of the unit's exit from a refueling and maintenance outage begun in the fall of 2005. The plant is 
expected to maintain approximately this level of reduced capacity while additional repairs are considered. 
Replacement power costs have been incurred in association with this last outage, and could build, 
depending on the timeline for a solution to be implemented. These and any future costs are not part of 
Standard & Poor's deferred estimates. 

How are these estimated deferrals expected to affect 2005 and 2006 financial performance, 
especially in the context of the credit benchmarks at the 'BBB-' rating? 
Year-end results for 2005 are not yet available, but Standard & Poor's expects that 2005 and 2006 results 
will be on par with the 12 months ending Sept. 30, 2005, when consolidated adjusted funds from 
operations (FFO) to total debt was 14.8%. FFO to total debt is an important metric for Standard & Poor's, 
and at a business profile of '6' (on a 1 O-point scale where '1' is excellent and '1 0' vulnerable), it reflects a 
below-investment-grade performance. For the 12 months ending Sept. 30, 2005, FFO interest coverage 
was 3.3x, which is reasonable for the current rating. Adjusted total debt to total capitalization was 53.1%, 
and is solid for the current rating. 

Performance in 2007 will be heavily dependent on when the GRC is resolved. APS filed on Nov. 4, 2005, 
for a $409.1 million (or 19.9%) rate increase, the majority of which is related to fuel and purchased power 
costs. Typically, the ACC certifies the application as complete within 30 days, and the case commences. 
But in early December 2005, the ACC requested that the company re-file its application using a test year 
ending Sept. 30, 2005, rather than the Dec. 31, 2004 data that APS used. The updated application is 
expected to be re-submitted to the ACC on Jan. 31, 2005. 

As a result, the case will not begin until early March 2006, suggesting that an outcome will be delayed 
roughly three months from the original schedule, which envisions a ruling by early 2007. Recent public 
statements by the ACC indicate that spring 2007 may be the earliest a decision could be expected. But 
there is little precedent in Arizona that would suggest a year-long rate case is likely. A more conservative 
estimate would assume mid-2007. This could be a credit concern because if permanent rate relief is not in 
place prior to the peak summer season, financial recovery could also be stalled in 2007. 

How is the company's liquidity? 

Unaudited consolidated cash and investments stood at roughly $150 million as of Dec. 31, 2005. PWCC 
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and ,APS also maintain a total of $700 million in revolving credit facilities, which had approximately $1 5 
million of usage at year-end 2005 for miscellaneous letters of credit. Standard & Poor's preliminary 
assessment is that the company's credit lines should be sufficient to support working capital needs, 
purchases of gas and power, as well as fund margining and collateral requirements for trading operations. 
As of Dec. 31, 2005, PWCC and APS comfortably met their loan covenant requirements, 

I PWCC has a $300 million dollar maturity on April 1, which it plans to refinance. Adverse regulatory actions 
could affect the costs of borrowing or even access to the capital markets, although this is not currently 
seen as a significant threat. 

APS' reliance on purchases and gas-fired peaking capacity during the winter is low; however, this is 
seasonal. Fuel and purchased power expenses are anticipated to be accrued faster in July 2006 through 
September 2006. Standard & Poor's is conducting a more detailed liquidity assessment, which will be 
completed once more clarity is provided on how the ACC is expected to address interim rate relief 
requests. APS has a significant hedging program and 85% of its 2006 power and gas requirements are 
hedged. APS and PWCC are currently holding counterparties' collateral as a result of their in-the-money 
hedged positions. 

Could cost saving measures, or the sale of nonregulated assets by PWCC assist in restoring 
credit quality? 
The ACC has requested that the company explain what cost reductions it is making to compensate for the 
fact that its retail rates are not aligned with production costs. In response, the company cancelled bonuses 
for its corporate officers, and is certain to investigate additional cost-savings measures. While these 
actions may address other public policy issues of concern to the ACC, from a credit standpoint cost cutting 
measures are unlikely to materially alleviate APS' sagging financial performance. 

The deferred balances stem from fuel and purchased power costs that the utility incurred to serve retail 
loads. APS earns no margin on these expenses; they are simply passed straight through to customers. 
Similar to the circumstances that other western utilities have faced in recent years, APS' fuel and 
purchased costs substantially exceed the amount currently recoverable in rates. The company may be 
able to temporarily subsidize the cost of serving retail loads by reducing expenses in other parts of the 
company, selling other PWCC assets, or issuing debt, but such a strategy is not sustainable, and could 
very well result in longer-term adverse consequences for the company. 

Analytic services provided by Standard & Poor's Ratings Services (Ratings Services) are the result of separate activities 
designed to preserve the independence and objectivity of ratings opinions. The credit ratings and observations contained herein 
are solely statements of opinion and not statements of fact or recommendations to purchase, hold, or sell any securities or make 
any other investment decisions. Accordingly, any user of the information contained herein should not rely on any credit rating or 
other opinion contained herein in making any investment decision. Ratings are based on information received by Ratings 
Services. Other divisions of Standard & Poor's may have information that is not available to Ratings Services. Standard & Poor's 
has established policies and procedures to maintain the confidentiality of non-public information received during the ratings 
process. 

Ratings Services receives compensation for its ratings. Such compensation is normally paid either by the issuers of such 
securities or third parties participating in marketing the securities. While Standard & Poor's reserves the right to disseminate the 
rating, it receives no payment for doing so, except for subscriptions to its publications. Additional information about our ratings 
fees is available at w.standardandpoors.comlusratingsfees. 

Copyright 0 1994-2006 Standard & Poor's, a division of The McGraw-Hill Companies 
All Rights Reserved Privacy Notice 



Arizona Public Service Company 
PSA Deferral Balance Components 

at I ’l130105 Market Prices 
milbns o f $  

PSA Balance as  of 11/30/05 

Projected December 2005 deferral 

Projected PSA Balance as of 12131105 

2006 Activity 
Fuel & Purchased Power Deferral 

Below $776M Fuel Cost 
Above $776M Fuel Cost 
2006 Deferral 

Interest 
12/31/06 Balance before Recovery 

Revenues 
Current Surcharge Filing ($80M - 2/06 start) 
Surcharge #2 ($100M - 11/06 start) 
Annual Adjustment (.3976 gClkWh) 
2006 Revenues  
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p o r t i o n  o f  APS's i n c r e a s i n g  deferred power C o s t s  
t i o n ,  t h e  o u t l o o k  presumes t h a t  progress will be 
g e n e r a l  r a t e  case and t h a t  any outcome will 

04 

d e l a y s  i n  r e s o l v i n g  the pending s u r c h a r g e  request 
rd  r e v i s i o n  of  the o u t l o o k  or  an adverse r a t i n g  
ngful improvement i n  t h e  c o n s o l i d a t e d  f i n a n c i a l  
hE n e a r  term, t h e  p o t e n t i a l  for p o s i t i v e  r a t i n g  
ly exist. 
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['2 1 -Dec.2005] Rescarch Upd 

Corp c r e d i t  r a t i n g  
Senior unsecured de 
Commercial peper 

Complete r a t i n g s  i n f o  
S t a n d a r d  h Poor'9 Web 
~ ~ w . r h t l n q s d i r e c t . c o m  
found on S t a n d a r d  & P' 
under Credit Ratings 
t h e n  Credit Ratings S 

Analytic ssrvices provided by Stand: 
designed to presswe h e  lndepende 

I Ere solely statements of opinion and 
any other investment decisions. Act ' other opinion conlalned herein ih rn; 

I Services. Other divisions of Standari 
i has established policies and protedi 
, pmcess. 

I Ratings Services receives compensi 
! securities or third parties panicipatln 
; rating, I[ receives no peyment for doi 
:fees is available atwww.standardan 
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ntion I s  available t o  subscribers of R a t l n g s D i r e c t .  
ased credi t  analysis system, a t  
111 ratings a f f e c z n d  b y  t h i s  rating a c t i o n  c m  be 
''3 public  #ob site a t  www.standaraandpoors.com: 
the Left navigation b a r ,  se lect  Find a Rating, 

cch. 

8 Poor's Ratings Sewlces (Ratings Services) are the result of separate activltiss. 
snd  objeclivity of ratlnge aplnlons. The credit ratings and observatlons contalned herein 
I statements of Rct or recommen~~aUons lo purchaee, hold, or sell any oecurlties or make 
ingly, any umr of ths lnlormatlon contalnsd herein should no[ tely on any credit ratlng or 
g any investment declslon. Ratings ere based on information RCeivBd by Rslinge 
Poor's may have lnformatlon [hat 1s not avalleble to Ratings Setvicas. Standard 8 PDOfS  
; to maintain fh6 confidenilality of non-oubilc information recalved dtltlng t b  raEngs 

n for ils rstinge. Such compensation Is normally paid elthar by the Issuers of such 
I marketing !he securitles. While Stapdard & Poor's r e s e r w s  tho right to disseminab h e  
80, except for subscripfions to Its publications. Additional Informsti~n about our rslings 
tors.conilusratJngafefe8s. 
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